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‘What do acosomists mean by the term “cont™

In economic terms, the cost o  firm of providing a particular service includes t
implicit and explicit expenses associated with securing and providing all of the
inputs necessary to provide that service. These inchuds the labor, the meterial
inpets, the managerial expertise, the fixed and varisble asssts including capital
assets, the land, the computer hardware and softwars, and all other inputs used in
the provision of the service. The cost to the firm of employing labor, for exa=y',
is the oost of wages, employee beneflts, training, and any other expense associs™:
with or caused by their cmploymsnt Similarly, the cost of acquiring capital as=~s
must include the com of atrecting the financial capital to finance e acquisitie=.
The cost of attracting financial capital is sometimes referred to as the cost of

mousy.
What is masnt by the “cost of mensy””
The cost of mosey is ons compoosot of Hhe oversll cepiaal eox’. The production

or purchase sad insuliation of an aseet that is Jong-lived requires an investmec: ~f
finencial capital. Fissncial capital is secured through sither the daist (bond) me<et

! The ethar componsans e dapuanisios end isco~e umes. 1a Gie IOC Cont of Sarviss reim, the oo
moeey |s referved © s e “cant of enpltal (seturn),” Sestine 791.20 Pan ()-
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or the equity (stock) market, or, fypically, both. Investon are willing 1o put their
money et risk oaly w the extsat that they anticipats that their investment will
generats recams that maeet or excesd the expected reture to almraative investmens:
of similar risk. The cost of money is the return Bat the ficrn most pey, OB averas=,
in order to artract funds away from other investment opportunities.

Mkheﬁd‘mdﬂunu-hﬂ

The cost of menay is & weighted average of the cost of equity and the cost of da'.
(60% aquity, 40% dedt for Ameritech). The cost of deit finsncing is the inter=s:
payments that the firm must make to its bond holders, lenders, or other holders o
debe instruments. The cost of equity is determined from the returns to all
wlecommunications providers of local exchange services. This methodology is
consistent with that prescribed by the ICC Cost of Service rules, Section 791.22.
Part (b)(2).

Sharsholders receive compensation for their equity investmests through dividend
payments sad through apprecistion of the value of the stock, which is driven by *:
expecaad prefinbility of the firm. Decanse sharcholders demend that they receiv=
& reascnsble return on thelr investment, through &vidends sndéor share
appreciation, beth dividead and share apprecietion are masns of providing retn
© equity invesmers.



10
It
12
13
14

15

REBRREBG=Ta

) Ameritech Iinois Ex. 5.0, p. 7 'Aron)

According to standard economic principles, why is the cost of money conside~d a

cost rather than & profit?

A firm cannot attrast financial capital, and therefore cannor finance its inves™ents
in plant, equipmaent, nstwork, and other loag-lived assets, unless ixvestors hove s
ressonable expectation of earning & refurn that is competitive with inveszmen's of
similar cisk. If the comperable market return is, say 10%, then investors or:c°
reasonably expect 2 retura of at least 10% from this investment or they will ¢:rect
their investments eisewhare. Hence, returning 10% to the investors is a cost =f
doing business.

This point is illastrased in Bdgar K. Browning and Jacquslene M. Browning -
Microagonomic Thascy sad Asplications. a leading economics textbook:

For the meders large corporation the most impoctant implicit cost is
associated with the use of the firm's productive aseets, its capital. To%se
resources are uktimanly owned by the stockheldsrs, who have previced
investment funds to the corporation and expect to receive a return o their
imvessment.... Viewing the rzte of return that could be obtained from
mmunmitmmunwm-m
Wn”umoﬂnﬁmu«mﬂpﬂnm

i pegwaing, Rigar K. snd Browning. Jasquetene M. Misraasasamic Thepry snd Agpligations, ~>urth
Bdision, New York: BarparCollins Publighere Inc., 1992,
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Doss the ICC recognize the cost of money as & cost to talecomemmications
carriens?

Yes, it does. In Section 791.20, Past (j). of the IOC Cost of Service rules, eapica’
costs are defined as the “recurring costs that result from expenditares for plant
facilities which are capitalised. These arnual capital costs include depreciation.
cost of capital (retarn), sad income taxss.” All thrss components of cepital cost
are defined to be costs, including the “cost of capital (return)” which, in order
clearly distinguish this elemant of capital costs, [ am referring to a8 the cost of

money.
Why doss it metter whether the cost of moaey is defined as a cost or a profit?

In a masket serting, the marker trests the cost of money as » cost. Firms cannc?
survive if they consistently fall w satisfy investors’ expacations of a reters that i
competitive with investmests of similar riskinegs, or if they fail ©© mast deit
obligations. So covering the cont of raoney is necsssary for long tecrn survival, =2
28 it is secassary 10 COVer any other cost.

In & reguisted seuing, the importance of the definition is @irect. I e regulancry
sutherity sefusad 1o recegaiss the cost of meusy &5 2 cont, and thareby prehibi>’.
firms from recovering the cost of money i their prices, such fiems would be wnr''e
to attract capital 1 finance investvent and would be unable © cover their bood



o @& <9 6 W\ e W N

-
o

11
12
13
14
15
16
1?7
18
19

a1

- R

Ameritsch Nlinols Bx. 5.0, p. 11 (As==)
indebtodness commitments. In the short rua, such & finn will be unable o inver: ia
upgreding and maintaining the quality of its plent snd aquipment, and in e long
run will not remain visble.

Casta of 2 Tolacommmunications Pivss

What are the costs in & telecommunications firm thet are relevant to the pricing
standard in the Act?

The total cosus of & tslecommmmications firm, like any multiproduct firm, can be
thought of a8 falling ino four categories. First are the Long Rua Service
Incremestal Costs (LRSICs) of providing sach of the individual services of the
firm. These are defined in Hlinois in the Dlincis Commerce Commission’s cost o”
service rules at 83 Tllinois Administrative Code, part 791. The LRSIC of any
service X includes all the costs of capital, labor, materials, and other costs that 2~
csused by the provision of service X, given all the other servicas the firm is alse
providing. Looked at differently, it is the costs that the firm would save if It
nopped providing service X eatirely but continued to provide all its other servicss
ot their ewrrent lovels. At Ameritech, for exampls, the LRSIC for the custom
calling feature, Call Waiting, would include switch processing. advertising, fee-
input, billing, and servies arder training. The cost assoisted with the Rigit-to-
Use (RTU) foe or software program would not be included becangs the switcch
software program for Call Waitiag functonality is perchesed in a package wi®
other feature software. The RTU fe= would oot be included in the LRSIC of &=



Gb

N O Ww

10

11

12
13
1
15
16
17
18
19

|

Amaritech Nllinois Ex. $.0, p. 12 (Arom)

individual service provided by Ametitech becanse the RTU foe would oot be
sliminated by ceasing to provide any single Ameritech serviee.

Wha is the second category of ooets?

The second casegory of costs is joint couts, which, it the rminclogy of the ICT
Cost of Sarvice rules, are called “shared™ costs.’ Shared, or joint, costs are thes:
that are necessary to the provision of a group or family of services, but are
incremental to no one service individuslly, end could be avaided anly by
eliminating the sutire group or family of services. As with LRSIC, joint costs
Mu&umdkmmmmmwhhdnmuhﬂyof
services. For exampie, the RTU fee is  joint cost of providing the family of
services including Call Waiting and other custom calling functionalities, such az
Call Forwarding. that are governed by the same software package. Another
exampie is the cost of the manager who oversess the provision and marketing ¢~
the custom calling services. If Ameritech ceased offering any coe festwre, 8
manager would still be employed to markst and oversee ths other custom call~~
sarviess.

The inputs that sre shared within & famnily of serviens snd satogoriasd s joist e~
are different from thess that are sasigned 0 the LRIIC of 2 specific servies (cr

) JOC Com of Sarvics rules, Sestions 79130 () o T91.00 (p).
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those assigned to any othor cont camgory). In other words, each speeific aseez,
man-hour, and s forth is countad in ealy one category of cont.

What is the third categery of costy?

The third catsgary of costs is common costs, sometimes refecred 10 38 sommon
overhsads. Commen couts are the cont of any capital, labor, materials, and od=-
couts aseocisied with the operation of the firm as 3 whole, but are incremental *>
no individual service, nor are they joint costs of any specific group or family of
scrvicss. The company’s peyroll system, building reat for the corperase
m.uMMmmmdm
costs. The difference betwesn joint and common costs is that joint costs could =
avoided if a single family of services were eliminated, but commen costs could
only bs avoided if the entire firm ceased operation.

What is the fourth category of costs?

Ths fourth cost categery is what [ o calling “other” costs. These inciude the coat
of assets that are on the books but have been underdepreciatad relative  their
cosnemic Jves. When asests are depreciated on the books a2 & slower ram then
their sconemic depeciution, there will be soms tims during which ey will re—-in
on the books w 5 cest whes they are 50 loager generating veles.
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In addition, “other” costs include the incremental costs of & secvice that are ot
included in the LRSIC caleylation. LRSIC is not an estimate of the actual
incromental cost to Ametitech of providing a service, but the cost that would M2
incurred if the service were provided under the most efficient available forwex-
looking technalogy. A real necwork is not rebuile at each point in time to take
advantage of improved techaology; it is built bit by bit over time, and encompan =
multiple generations of mchnology. Each investment decision mey have besa
efficient and foresightad when it was made, but the resulting network will nex e
the same as the one that would be built today if it were reconstructed undes th=
mm«umwymaumw. Hence, the current cos: ¢
the facilities devoted to a particular service will often excond the LRSIC. T
difference between the LRSIC and the actual incremental cost is another legitt—=
cost that would not fall ia the LRSIC, joint, or common casegories.

In which category of costs are the costs of money?

In general, all caegeries of cont, LRSIC, joint, cormon, and other, ould con*=:s
labor, metsrials, and capital cons, including the cost of monsy. There may be »
cont of monsy compensnt in each cost category because sech category may
include soms caplmnlined aseens.
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Can you provide m flustration of the cost strocture you are describiag?

Yes, such an illustration is contained in Exhidit 5.1, which is stached to my
testimonry. The exhibit portrays the hypothetical costs of & multiproduct firm. I=
this simple example, & grocery store has two departnents, meat and milk. The
meat deparement has two sub-departments, beef and poultry. Each of the three
final products, beef, poultry, and milk, bas a LRSIC associated with i, which
derives from the labor, capital, and direct input costs associated with providing
each individual product, given the provision of the other two. Beef and poulty
are provided in the same depertment, so there are joint costs associated with the
butcher and with the butchering equipment The cost of the butchering equipme~:

is an (annualized) capital cost, and includes 2 cost of money. None of these jein:

costs are included in the LRSICs of the beef or poultry, noe are they included in
the common costs of the store. The common costs of the store reflect the capi=’
costs of the building and parking Jot. the labor of the cashiers and manager, and -5
forth. Again, these costs are not part of the calculation of the LRSICs of any
product, nor are they part of the joint costs of the meat department.

Ahbough Ameritach is cbviowsly 2 far more complex organization thes the siz=p'~
grossry nore ia the enample, the principies tndarlying the categorisstion of co=x
are sinller. Typical firms, incloding Amecitech, produce many products, sed beve
LRSIC, joiat, and common costs of production, each of which reflects spacific
asests 2nd inputs inte production of be final goods and services. Just as the
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grocery store could not efficiently 46 business without its cashiers sod building,
wﬂlmwﬂmmwum.imjmmde;mm.
Moreover, the example makes apparent the fact that, for simple as well as comple~
firms:

J Total LRSICs do not account for the total costs of the fiem.

. Total costs of money within the LRSICs do not account for the total coz?
of mousy of the firm,

. Total LRSICs minus their costs of monsy would a6t recover even the o'
costs of laboe, capital depreciation, materials, 1ad other noo-money costs of the
frm

How does the exampie illustrate the first poim?

The total LRSICs of the grocary store are $200,000 + $420,000 + $110,000 =
$730,000. The firm's total cos are $1,570,000, so that the LRSTCs fall she <7
the total costs by the amount of the joint and compnon costs, $940,000.

How doss the example illustraie the sscond point?

The toeal cost of measy in the firm is the cont of measy sssecisted with capital >
each cost camgery. Per the sxampls, the total cont of meney is $96,000. The oot
of moaey for the incresmantal assety is $25,000. The differeuce is the cont of
monev assacissed with the shared aed comm™on asets.
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How doss the exsmple illustrate the third point?

In the cxample, if prices recoversd only the LRSICs minus their included cost ¢7
mooey, total revenues would be $730,000 - $25,000 = $705,000. Total costs ¢
the grocery store, excluding the cost of money in sach category, squal $1,570,070
- $86,000 = $1,484,000. The firm would be incurring s loss of $779,000 even
before paying to the investors 3 retura equal © the opportunity cost of their
investments; it could not even fully cover its labor and maserials costs.

Are capital costs double-recovered by including them in both LRSIC and
conaribution?

No. As illustrated in the exumple of Exhibiz 5.1, the costs of capital includad i
LRSIC relate to the capital assets that are incremental to the service. Asy coz =7
capital included in the other three categories would relate 1 different capital
assets. For example, the computers in the CEO's offics would be capital asse
included in common costs. Therefore, thare is 20 dosble connting.

Doss the Act recognise joint and common costs as logitimate costs?

Section 254(k), “Subsidy of Competitive Servicas Prohiblted™ reguires that the
0eses ensure that: “servicss cludad in the definition of universal service bear =~
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aore thas 3 reasonable share of the joint end common costs of facilities used 1
provide thoee servicsy. ™ In this phrase [ believe that the Congress has
scknowledged that both joint and common costs exist and that they emust be
covered, vis & contribution included in servios prices.

Soms critics have argued that an efficient firm would bsve o joint or common

costs. Do you agres?

Absolutely not. The real-werld example provided above, of the RTU fees for
software that provides functionality for Call Waiting and other call festures,
illustrases this point. Without the shared RTU software, custom calling festures

eould not be provided.

Mors genernully, some common and joint costs are asseciatad with managecie]

. inputs or coordination tasks that are jess obviously, bt oqually legitimately,

ecopomic. Multiproduct firms arise pracisely whea economies of scops betwes
compiementary activities are best exploited by grouping the complemeuntary
sctivities within the boundaries of one orgasization. The vary existence and
sbendaace of ssaltiproduct firms in competitive sconomies is simony thet &
are = officient respense 1 the coets imposed by arme-leugth markst enchung=.
activities are a0t a0 inefficiency but rather & means of exploiting he cfficisncie:
derived from econormiss of scove. To disallow joint mnd commen costs would
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force these products to be orovided separately by individua] firems at higher over
costs, because some or all of these costs would have to be duplicated for the

production of cach prodact separately. The inefficiency of this arrangement we'<
necessarily bs borne by coasumen, in the form of higher prices or lack of servies-.

How do economists define the terro “profit™

Economic profit is the excess in revenues over and sbove the total economic co~s
(i.c.. incremental, joint. common and other costs) of the firm. Economists sgv 2+
a firm makes & {positive) sconotnic profit if its revenues excesed the total costs 27
operation, where those costs include not only the costs of labor, materials, a2 =2
forth, but also the cost of capital, including the cost of money. A firm whose
revenues just equal the total economic costs of the firm, including the cont of
money, is said to earn “zero profis.” A firm that eams zero profits pays & ner=s),
or “sverage,” rewurn to its investors. In our example above, s firm that paid
investors 10% on their mvestment (i.c., covered its cost of money), and cover=/ 1l
other costs of the firm, would be sxid to ear 1 2ero profit. The investors wocl”
bave mads 3 retarn on their investment that was just equal to the opportanity cot
of their funds, all other costs of the firm aiso having beea covered.

‘Why does covering LRSIC generally oot yield & profit for s firm?
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Covering LRSIC (even mcluding the required return oo LRSIC-related
investuneats) would not recover all of the non-incremental costs of the firm,
including the labor, materials, and capital cosy, including the cost of mooey,
associated with any joint, commoe, and other costs.  Hence, for both of these
reasons, and contrary te the assertion of one witness in this proceeding (Dr.
Anknm), the fact that & cost of money is (properly) buik into the LRSIC of ea=™
product does not imply that covering LRSIC would generate & profit foc the fir—.

In light of the standard sconomic principles you have aticulated, what is mean: ~v
the phrase in the Act “reasonable profit™?

First it should be noted that when there are joint and common costs, it does 2¢°
make sense to talk about profits on a product-by-product basis. Profit is the
excess in the firm's rotal revenues over the firm's total costs, taking into accou

all cost, including the cost of money.

There are two possible interpretations of “reasonable profit™ One imterpre:ati~
could be that the firm's profit is limited to a zero economic profit, or a “pormal”
profit. In this case, the firm would cover its common, joint, LRSIC, and other
costs in the prices for its services, and investors would be restricied to 8 returs =~
greater than the opportunity cost of money hat is included in thoss costs.
According to stapdard economic *heory, in » long run competitive equilibrium = 2
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static market, the least ¢fficient firms in the industry would eam zero economic

profius.’

However, evea in 3 competitive market, unusually efficient firms will earn posi=ve
economic profits; firms with successful innovations will earn positive profits; a=”. i
costy unexpectedly fall or dernand unexpectedly rises, all firms in the industry ==y
temporarily exrn positive economic profits. There is typically considerable
variability within competitive mdustrics in the profitability of firms. Some firme,
due to their success ra innovation, Righly competent management, unusually
productive assets, fortunate location, or some cther ability to create a competitve
advantage and high value for consumers, eam positive écowmic profits. We e=
find several examples of companies who surpass the industry average rate of re™:m
due to innovative technologies or efficiencies. For exampie, i the computer #=7
information industry , the industry one, three and five year average stock recuree
were 40.4%, 22.1% and 27.9% respectively. Although several companies
otperformed the industry average, one company in particular, 3Com Corpor=im,
consistently surpassed the industry average with 80.9%, 84.6% smnd 87.7% ave—ge
returns for one, three and five years. The fact thae this firm consistently
outperformed its peers in its own market suggests that it was esming & positive
economic profit. Another example can be found in the footwesr industry. Th=
average one, three end five year stock returns in this industry were 1.7%, -7.65-

* Katz, Michee! L. and Roscn. Harvey 8., Migoeermemics, Second Bdidon. Burt Ridge. IL: Frwis, 1=,
pp- 360-36S.
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and 9.2%. Nike Inc., one of the few companies in the industry with positive
retuns year after year, had ooe, three and five ycar sverage returns of 83.6%,
20.4% and 29.7% respectively. Nike, Inc. is an cxample of s company that bas
outperformed all of its competitors by creating exceptional valoe for consurness.
Similsr examples can be found in the airline, banking, communications, and rex~"
industries.

Hence, if 3 firm is unusually efficient, successful at innovation, or is benefiting
from positive flactuations in the marke: such as & surge in demand, “reasonable"
profits will exceed a “normal” profit. The economic profits earned by sharehoid=-s
are the reward they get for successful innovation. Without the potential for such
rewards (which would exceed a return on equity as might be calculated for a
regulatocy proceeding), investors have po incentive to risk their capital in R&D

activities, and consumers would be deprived of the benefis of innovation.

How does the Act's provision that the firm may earn a reasonable profit relate o

the inclusion of contribution in secrvice prices?

Under cither possible sconomic interpretation of profits, “reasonable profit™ reae
include recovery of all categories of costs, incloding sy costs of money agsoct=xd
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Pricing of Network Elemengy

What do you recommend as the proper benchmark for recovering contribution

from differeat network elements?

The contribution included in the price of an unbundled bottleseck component
should be comparabie in amouat to the contribution included in the bundled se~ce
of which it is a part. The contribution carried by « combination of unbundled
components should. together, also be comparable in mmtmm;mmhde
inc:ludedinmewndhdum 1f sy of these components is competitively
supplied. the price of the component should be reduced to the competitor's ste=2-
alone cost of providing the component. This not oaly implements proper
incentives for efficient bvpass, but it also imposes the proper competitive press—s
on inefficient firms.

How would the efficient prices be determined if there are additional costs for
unbundling?

As a matter of economic efficiency, any coet cansed by unbundling should be
recovered in the prices of the unbundled elements.

Summary and Conciuslons

Could you please summarize your tegtimony?
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Standard economic principles provide clear guidance as to e interpretation of 2
pricing standards in the Act. Costs must be understood to include the cost of
money, and recovery of costs must therefore inciude recovery of the cost of
money. Prices should be set based on LRSIC us a price floor, with contiibuz~=
toward non-incremental osts included in the prices of unbundied network
clemeats. In order to exrn 2 reasonable profit, Ameritech must be able to & le=
recover all of its conts, including i*s joint, coounos, and other costs, and inched:=~
all of the costs of money m'mdmaummwnvhﬁis
the minirpurn for viability of the firm. Profits above this level would be reasone™'
if they are associated with eahanced efficiency, successful innovation, or other ==

characteristics that render the firm unusaally productive.

Does this complete your testimony?

Yes, it does.
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ICC Docket No. §5-¢275

DISTRIBUTION OF LRSIC, JOINT AND COMMON COSTS FOR A
HYPOTHETICAL GROCIRY STORE

COMMON COSTS
FOR ALL SERVICES

LADCR: Cashisrr 3140

CAPITAL: Parking Lot and grovery ety $250 (COM included = 3°0)
Srore space: $380 (COM faciuded = £39)

TOTAL: §7T0

yZ
JOINT COSTS FOR
POULTRY & BRELF

LADOR: Buscher $40
CAPITAL: Kaives and alicing machinas: $30 (COM Nycluded = 53)
TOTAL: §70

\

POULTRY LRIIC _ ARREIAIIC MILK LRYC

Whalesals poultry corms, daliversd $100 ‘Wholessls tesf coms, dativered $300 Wholeasle cors <2 milk $50
CAPITAL: Poultry refrigaration waits snd ~ CAPITAL: Beof refrigorstion dispiay $120  CAPITAL: Ref™~=ration wnitx $60
refrigerated Gisplay: $100 (COM incteded = $11) (COM incloder = 39)

( COM incinded = 99)

TOTAL: 5300 TOTAL: 3420 TOTAL: 8110

Calculstion of TOTAL COST: $770 + $70 + $200 + 5420 + $110 = $1,570
Total LREIC: $200 + $420 + $110 = $730
Total cost of monsy: $23+ S35 +83+39+ 811 + S =386

Total com of money associsted with cephal that is moremental to individual prodncex:
$9+3114+85=828

Note: “COM included” is the cont of money elemen of the comt of capital, which is
imciuded in the capital cons thows.
Cos repressnt anrual costs in 1,000,



